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What’s a tax incentive?
 “A tax incentive is an aspect of  a country's tax code designed 

to incentivize, or encourage a particular economic activity.” (Wikipedia)
 “Tax Incentives for Economic Development: What are tax incentives for 

economic development? The Federal Government has often used the tax 
system to partner with the private sector for economic development 
initiatives. A variety of  tax expenditures aim to lure or keep companies 
and sectors within the United States. In addition, a more coherent set of  
incentives supports private investments in specific communities.” (Tax 
Policy Center, the Urban Institute and the Brookings Institution)
 “tax incentive: Deduction, exclusion, or exemption from tax liability, 

offered as an enticement to engage in a specified activity (such as 
investment in capital goods) for a certain period.” 
(www.businessdictionary.com)



What’s a tax incentive?

Governmental 
Accounting Standards 
Board (GASB):



What’s a tax incentive?

Government subsidies that are available to specified 
or selected but not all private sector businesses

• Whether through
• Tax credits
• Tax deductions
• Tax rebates

Functionally equivalent
• Grants
• Any other form of  expenditure



Tax incentives are



When should government not get involved?



The first fundamental
theorem of  welfare economics

“If  preferences are locally non-satiated, and if  (x*,y*,p) is a price 
equilibrium with transfers, then the allocation (x*,y*) is Pareto 
optimal. In particular, any Walrasian equilibrium allocation is Pareto 
optimal.”

Microeconomic Theory, Andreu Mas-Colell, Michael D. Whinston and Jerry 
R. Green, page 549

The Little Bo Peep Theorem:
“Leave them alone and they’ll come home, wagging their tails behind 
them.”

Under “ordinary” circumstances, government can’t improve on the 
uncoordinated actions of  private actors



What are “ordinary” circumstances?

The first fundamental theorem requires
1. All goods are private.
2. There are no non-pecuniary externalities
3. There are no market imperfections



Under what circumstances is government useful?

1. When it arranges for provision of  public good.
2. When it internalizes non-pecuniary externalities
3. When it eliminates market imperfections.

4. ANY OTHER GOVERNMENT ACTIVITY IS 
REDISTRIBUTION



Do tax incentives
1. Provide public goods? 

NO! 
Beneficiaries are, by definition, isolated 
individual agents.

2. Internalize non-pecuniary externalities?
NO!

3. Remedy market imperfections?
NO!
They create market imperfections.



Tax incentives are

Pecuniary externalities
• Beneficiaries experience them as increases in income 

or reductions in cost
• Competitors experience them as reductions in income 

or increases in cost
• These are all market signals – THERE IS NOTHING 

TO INTERNALIZE



Tax incentives are
Distortions imposed on the market economy

• They privilege beneficiaries beyond market returns
• They disadvantage all others despite market returns

Distortions should be imposed on the market
• Only when there are very good reasons to believe that 

the market has got things wrong
• If  the market has got things wrong, there are very 

good reasons to fear that “planners” of  any sort 
won’t get things right



Tax incentives are

Redistribution in favor of  the beneficiaries
• Have no obvious claim on our sympathies
• Are almost surely selected arbitrarily

As with all redistribution, welfare gains to beneficiaries 
must be weighed against welfare losses to “donors”

Most, if  not all, theories of  redistribution favor those 
who are disadvantaged in consumption



An example



Redistribution to the unneedy



Tax incentives are



We speak of  jobs lost …



We speak of  jobs saved …



Jobs and businesses are organisms

Like any other,
• They are born
• They mature
• Perhaps they relocate
• They die

 Interference with this process is
• Perpetuating inefficiency
• Prolonging activities that should be superceded
• Retarding rather than encouraging growth



Natural rates of  plant turnover are large

June 2013
174,174 
plants in 
Colorado

19,012 plants (10.9%) 
not active in June 2014

June 2014
178,678 
plants in 
Colorado

155,162 plants (89.1%) 
active in June 2014

23,516 plants(13.2%) 
newly active in June 

2014



Natural rates of  job turnover are large

June 2013
2,359,357 

jobs in 
Colorado

261,911 jobs (11.1%) 
not present in June 

2014

June 2014
2,439,215 

jobs in 
Colorado

2,097,446 jobs (88.9%) 
active in June 2014

341,769 jobs(14.0%) 
newly present in 
December 2014



Predicted effects are unreliable

Methodology
• Mercantilism
• Multipliers 
• Partial equilibrium

o Ignore losses to non-beneficiaries
o Ignore alternative uses of  funds



Predicted effects are unreliable

Accountability
• Contracting parties have interests at stake
• No penalty for ex post inaccuracy



Incentive contracts are inevitably one-sided

Performance requirements
• None
• Meaningless
• Meaningful requirements are difficult to construct

o Preservation of  existing jobs perpetuates inefficiency
o Gross job growth goal may yield little net job growth

 Penalties are difficult to impose
o Any penalty can be viewed as “harming growth”
o No penalty is available if  the beneficiary closes



Incentive contracts are inevitably one-sided

There’s usually no counterfactual
• Applicants are likely to expect to fulfill any conditions
• This suggests that they might fulfill any conditions without incentives
• In this case, the incentives have no effect



Incentive contracts are inevitably one-sided

The industry could be anything:



Incentive contracts are inevitably one-sided

The job could be anything:



Little ex post accountability

 Compliance
• Reviews are infrequent
• Penalties for failure are rare



Little ex post accountability

GASB:



Little ex post accountability

 Colorado Job Growth Incentive Tax Credit (Hauptman)
• Day 1

o Apply for credit

• Days 1-365
o Expand workforce by at least 20
o Average pay for new jobs > 110% of  county average

• Days 366-730
o Maintain net job increase

• Day 731
o Apply for tax credit, applied to days 366-730, of  3.825% of  salary for new jobs



Little ex post accountability

 Colorado Job Growth Incentive Tax Credit (Hauptman)
• In general, firms that had previously grown grew more slowly
• However, JGITC recipients continued to grow

o Implied elasticity of  labor demand was > 9
o Typical elasticities of  labor demand are <.5

• Strongly suggests that JGITC recipients 
o Had planned to continue growing independently of  the JGITC
o Happily accepted the credit because who turns down a subsidy?



Little ex post accountability



Explicit attempts to override the market

“That trick 
never works!”



Explicit attempts to override the market



Explicit attempts to override the market

Always too small to be effective for this purpose: HB15-1230



Explicit attempts to override the market

Always too small to be effective for this purpose: HB15-1230

This bill is expected to finance approximately 90 internships



Explicit attempts to override the market

Always too small to be effective for this purpose: JGITC (Hauptman)



Conclusion

 If  you knew enough to reliably identify growth opportunities
• You wouldn’t give that away for free
• You wouldn’t work for the government

Do you want to be in a relationship with a partner who has to be 
paid?
Tax expenditures

• Are almost always zero-sum games
• Most scams begin with the failure to recognize a zero-sum game

 Can tax expenditures be fixed? 
• Maybe require tax expenditure advocates to invest their own money in each 

opportunity?


